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INTRODUCTION

The purpose of this report is to provide the committee with current information on general fund revenue collections
through November 2007. The 2009 biennium outlook table that would be traditionally included in the report has not
been updated. The reason for not showing a detailed 2009 biennium outlook table is because considerable research
and analysis will be required to determine whether the revenue trends observed in fiscal 2007 as well as in fiscal 2008
will continue throughout the 2009 biennium. In addition to the revenue side of the financial picture, staff continues to
monitor and assess the need for supplemental funding in major functional areas.

During the regular legislative session, our office recommended to the 60" Legislature that the general fund revenue
estimates be increased by $63.7 million for fiscal 2007. Because it was unclear what economic conditions were
driving the additional revenue, no adjustments to the 2009 biennium revenue estimates were recommended. The 60"
Legislature did not adjust their revenue estimates to include the $63.7 million. The additional revenue was anticipated
from two major sources, individual and corporation income taxes. The final collections for fiscal 2007 showed that
total general revenues exceeded the legislature’s estimate by $61.2 million. Both individual and corporation income
tax exceeded estimates. As explained later in this report, fiscal 2008 individual income tax collections are exceeding
estimates while corporation income tax collections are lagging behind estimates. The information in this report is
based on data received through the end of November 2007.

The report is organized into three main sections. The first section discusses the fiscal 2008 general fund revenue
collections including a discussion of selected general fund revenue sources. The second section addresses key
economic trends that help understand or explain why selected revenue sources fluctuate from legislative estimates.
The third section discusses major fiscal issues that have the potential of impacting the general fund balance.

GENERAL FUND REVENUE OUTLOOK

FisCAL 2008 REVENUE TRENDS

Based on information recorded through the end of November 2007 on the Statewide Accounting, Budgeting, and
Human Resource System (SABHRS), total general fund receipts for fiscal 2008 were $525.6 million as shown in
Figure 1. This compares to $470.0 million collected for the same period of fiscal 2007. Total general fund collections
are $55.6 million above last year’s amount, which represents an 11.8 percent increase. Revenue estimates as used by
the 60™ Legislature and contained in HJ 2 (revenue estimate resolution) assumed collections would decline $60.0
million or 3.3 percent from fiscal 2007 to 2008. Most of this reduction is expected from individual and corporation
income taxes. Individual income tax collections are expected to decline partly because of tax credits authorized in HB
9 of the May 2007 special session and the additional one percent capital gains credit authorized in SB 407 of the 2003
session. Corporation income tax collections are expected to decline because audit revenue is expected to abate from
the historic level observed in fiscal 2007.

Figure 1 shows revenue collection and estimate data by major revenue category. The last two columns in the figure
show how the collections from the revenue source are performing when compared to the estimate contained in HJ 2.
For example, insurance tax (2" line) shows 5.83 percent in the “% Change” column. This means that collections
through November 2008 are 5.83 percent greater than collections through November 2007. The last column shows
what the legislature assumed the growth rate would be (1.71 percent). Since the current growth rate through
November (5.83 percent) is greater than the assumed growth rate (1.71 percent), insurance tax collections are
exceeding the estimate contained in HJ 2. Obviously, this is the conclusion based on collections data through
November. However, a year to date snapshot does not necessarily identify a trend and this process must be done
monthly to accurately monitor revenue collection trends.

Figure 1
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General Fund Revenue Monitoring Report

Actual HJ2 Estimate Through Through HJ2 Estimate
Revenue Source Fiscal 2007 Fiscal 2008 11/30/06 12/1/07 Difference % Change % Change
GF0100 Drivers License Fee 4,610,686 3,952,000 1,527,198.25 1,710,436.55 183,238.30 12.00% -14.29%
GF0200 Insurance Tax 61,074,266 62,121,000 13,122,383.56 13,887,010.35 764,626.79 5.83% 1.71%
GF0300 Investment Licenses 6,094,903 6,451,000 847,264.79 906,380.86 59,116.07 6.98% 5.84%
GF0400 Vehicle License Fee 98,070,390 109,028,000 32,399,962.11 32,379,025.59 (20,936.52) -0.06% 11.17%
GF0500 Vehicle Registration Fee 18,404,506 9,607,000 5,810,064.24 7,589,124.96 1,779,060.72 30.62% -47.80%
GF0600 Nursing Facilities Fee 5,716,793 5,781,000 1,654,453.17 1,396,930.36 (257,522.81) -15.57% 1.12%
GF0700 Beer Tax 3,034,266 2,965,000 1,094,727.52 1,147,421.38 52,693.86 4.81% -2.28%
GF0800 Cigarette Tax 35,829,932 33,843,000 15,212,705.56 14,986,479.99 (226,225.57) -1.49% -5.55%
GF0900 Coal Severance Tax 10,919,266 9,864,000 2,765,704.75 2,913,136.78 147,432.03 5.33% -9.66%
GF1000 Corporation Tax 177,503,707 161,271,000 54,494,007.44 45,244,339.42  (9,249,668.02) -16.97% -9.14%
GF1100 Electrical Energy Tax 4,564,404 4,798,000 1,120,675.06 1,178,959.47 58,284.41 5.20% 5.12%
GF1150 Wholesale Energy Trans Tax 3,651,024 3,827,000 901,218.89 959,319.21 58,100.32 6.45% 4.82%
GF1200 Railroad Car Tax 1,614,509 1,567,000 794,746.42 1,417,073.40 622,326.98 78.31% -2.94%
GF1300 Individual Income Tax 827,145,498 766,566,000 259,375,228.91  309,347,874.71  49,972,645.80 19.27% -7.32%
GF1400 Inheritance Tax 838,865 310,000 34,157.66 79,841.84 45,684.18 133.75% -63.05%
GF1500 Metal Mines Tax 8,991,415 9,613,000 (0.03) 0.01 0.04 -133.33% 6.91%
GF1700 Oil Severance Tax 96,334,992 101,235,000 0.00 283,966.00 283,966.00 5.09%
GF1800 Public Contractor's Tax 5,566,958 3,417,000 3,658,172.77 2,433,199.57  (1,224,973.20) -33.49% -38.62%
GF1850 Rental Car Sales Tax 2,976,235 3,000,000 1,208,796.92 1,288,192.03 79,395.11 6.57% 0.80%
GFxxxx Property Tax 190,981,940 198,117,000 8,558,569.67 9,255,366.31 696,796.64 8.14% 3.74%
GF2150 Lodging Facilities Sales Tax 12,916,075 11,881,000 4,793,518.12 5,371,436.87 577,918.75 12.06% -8.01%
GF2200 Telephone Tax - - - - -
GF2250 Retail Telecom Excise Tax 21,065,843 21,298,000 3,194,281.73 3,736,543.09 542,261.36 16.98% 1.10%
GF2300 Tobacco Tax 4,669,627 4,385,000 1,667,647.29 1,687,505.63 19,858.34 1.19% -6.10%
GF2400 Video Gaming Tax 60,641,063 63,649,000 14,958,830.18 15,934,608.63 975,778.45 6.52% 4.96%
GF2500 Wine Tax 1,774,838 1,798,000 581,588.04 625,725.91 44,137.87 7.59% 1.31%
GF2600 Institution Reimbursements 10,669,017 13,507,000 1,128,216.51 1,495,313.55 367,097.04 32.54% 26.60%
GF2650 Highway Patrol Fines 4,155,144 4,974,000 1,421,779.08 1,331,678.21 (90,100.87) -6.34% 19.71%
GF2700 TCA Interest Earnings 33,951,447 21,546,000 9,862,739.57 13,933,003.26 4,070,263.69 41.27% -36.54%
GF2900 Liquor Excise Tax 13,981,692 14,573,000 4,657,847.23 5,020,758.19 362,910.96 7.79% 4.23%
GF3000 Liquor Profits 8,200,000 7,907,000 - - - -3.57%
GF3100 Coal Trust Interest Earnings 32,334,879 29,916,000 7,150,695.39 6,649,273.89 (501,421.50) -7.01% -7.48%
GF3300 Lottery Profits 11,420,242 8,794,000 - - - -23.00%
GF3450 Tobacco Settlement 2,861,266 3,855,000 - - - 34.73%
GF3500 U.S. Mineral Leasing 28,220,719 31,694,000 6,943,478.82 5,077,547.45  (1,865,931.37) -26.87% 12.31%
GF3600 All Other Revenue 19,085,412 32,793,000 9,073,602.96 16,369,063.49 7,295,460.53 80.40% 71.82%
Grand Total 1,829,871,819 1,769,903,000 470,014,262.58 525,636,536.96  55,622,274.38 11.83% -3.28%

This trend by itself indicates that general fund revenue growth for fiscal 2008 may be above expectations since total
revenues were expected to decrease by 3.3 percent from actual fiscal 2007 collections. If the current growth rate were
to continue at the same level for the remainder of the year, the revenue estimate contained in HJ 2 would be exceeded.
Estimated collections for fiscal 2008 are from HJ 2 as introduced during the 60" Legislature adjusted for revenue
legislation enacted by the regular and special sessions.

While the growth rate of 11.8 percent is above the adjusted HJ 2 estimated rate of a negative 3.3 percent, there can be
unusual events occurring between fiscal years that make an aggregate comparison of this type misleading. For
example, if collection patterns during the past year are not similar to the current year, the computed growth rate can be
skewed either positively or negatively. Unusual or one-time collections such as audit activity in either year can also
distort the underlying growth rates. Both individual and corporation income tax collections can be significantly
influenced by audit efforts of the Department of Revenue.

DISCUSSION OF SELECTED REVENUE SOURCES FOR FIsCAL 2008

As explained in the previous section of the report, a comparison of total revenues from the previous fiscal year to the
current fiscal year can be misleading. Not only can collection patterns and statutory modifications change revenue
trends, but changes in general economic conditions can also skew aggregate growth trends.
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Figure 2 As shown in Figure 2, the five general fund

Comparison of Selected Revenue Sources to Adjusted HJ2 Estimates revenue sources listed comprised almost eighty
HJ2 percent of the total general fund collections

Actual Estimated Estimated : : :
Revenue Source Fiscal 2007 Fiscal 2008 Chg From 2007 recelve% n fldscal 20075 ngsg SO_L:II‘_CES ¥Vere
Individual Income Taxes 827,145,498 766,566,000 (60,579,498) e_xpecte to decrease y $59.6 mi |on_ ror_n
Corporation Income Taxes 177,503,707 161,271,000 (16232707  fiscal 2007 actual collections. Included in this
Property Taxes 190,981,940 198,117,000 7135060 |  amount is an anticipated reduction in individual
Natural Resource Taxes & Royalties 144,466,392 152,406,000 7,939,608 . ATH -
Vehicle Taxes 116,474,896 118,635,000 2,160,104 :_jncome ta-X revenuzs bOf $606 fm;:llonH -Ic;h_ls
Totals $1,456,572,433  $1,396,995000  ($59,577,433) ecrease Is expected because of the phased-in

impacts of SB 407 (income tax reform) of the
58" Legislature and tax credit legislation enacted in HB 9 of the May 2007 special session. If these bills had not been
enacted, individual income tax collections would have been considerably higher for fiscal 2008. The legislature also
expected corporation income tax collections to decrease by $16.2 million from the fiscal 2007 amount. This reduction
is anticipated because audit collections are expected to abate from the record levels observed during fiscal 2007. The
legislature also expected property taxes to increase $7.1 million reflecting the expected increase in statewide taxable
values. The legislature also expected natural resource taxes (oil, natural gas, coal, metals, and royalties) to increase by
$7.9 million. This increase was predominately due to higher production levels anticipated for oil. Vehicle taxes were
expected to increase by $2.2 million.

The following section of the report addresses selected revenue sources whose estimated fiscal 2008 collections may be
significantly different than estimated by the 60™ Legislature. Also discussed are sources of revenue that our office is
monitoring closely for potential differences in the collections versus the estimates adopted in HJ 1.

Individual Income Tax

Based on accounting data through November 2007, individual income tax collections for fiscal 2008 are exceeding
estimates contained in HJ 2. Net collections (gross collections less refunds) through November 2007 were 19.3
percent above net collections through November 2006 or an increase of $50.0 million. The 60™ Legislature assumed
the growth rate to be a negative 7.3 percent from the fiscal 2007 amount or a decline of $60.6 million. As previously
mentioned, this decline was anticipated because of the effects of SB 407 of the 58" Legislature and HB 9 of the May
2007 special session.

It is not totally clear whether these trends will continue throughout the entire fiscal year. Since about 60 percent of
total income reported on state tax returns reported for tax year 2006 was from wage and salary income, a review of this
income component may provide some insight to future collection patterns. As assumed in HJ 2, the wage and salary
growth rate between calendar years 2006 and 2007 was estimated to be 4.9 percent. According to the Bureau of
Economic Analysis (BEA) (shown in Figure 6), preliminary data (based on two quarters) indicates growth was 8.6
percent or 3.7 percentage points above the assumed rate shown in HJ 2.

Figure 3 shows the accounting details of individual income tax collections through November of this year compared to
the same period of fiscal 2007. Since withholding tax collections could be a proxy of total wage growth, the 11.4
percent growth above last year would indicate wages may be growing even faster than the BEA data would suggest.
Furthermore, total refund amounts are less than last year by 5.6 percent. It should be noted, however, a majority of
refunds are issued during the March through May time period. In addition, refunds for tax year 2006 are expected to
be higher due to the tax credits authorized in HB 9. This is because the credits will be claimed on a taxpayer’s return
filed beginning January 2008. Since these credits will reduce a taxpayer’s liability, either refunds will be higher or tax
return payments will be reduced accordingly. Also, it is unknown whether taxpayers will adjust their estimated
payments for the additional capital gains credit authorized in SB 407. Such actions would mean that taxpayers would
pay estimated payments at too high a rate this year with a corresponding increase in refunds for fiscal 2009.
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Figure 3

Individual Income Tax Comparison

Through 11/30/06 Through 11/30/07 Percent
Revenue Code & Description Fiscal 2007 Fiscal 2008 Difference Change
510101 Withholding Tax 209,891,375.26 236,950,971.59  27,059,596.33 11.42%
510102 Estimated Tax 75,383,473.10 86,919,588.65  11,536,115.55 13.27%
510103 Current Year /T 9,089,586.84 16,745,237.23 7,655,650.39 45.72%
510105 Income Tax - Audit Collections 6,269,685.47 7,805,504.00 1,535,818.53 19.68%
510106 Income Tax Refunds (41,258,891.76) (39,073,426.76) 2,185,465.00 -5.59%
Totals $259,375,228.91  $309,347,874.71  $49,972,645.80 19.27%
Percent of Actual/Estimated 31.36% 38.54%

Figure 3 also shows that current year payments are above last year’s amount by 45.7 percent or $7.7 million.
Estimated payments are above last year’s amount by 13.3 percent or $11.5 million. Estimated payments, and to some
degree current year payments, reflect tax liability on non-wage components of income. Some examples of these
components would be interest earnings, dividends, capital gains/losses, royalties, and net business income. Since
estimated and current year payments, when combined, are above last year’s amount, then one or several of the non-
wage components of income are probably experiencing stronger growth than estimated in HJ 2.

Figure 3a Figure 3a shows a tabulation of reported income as
Individual Income Tax Income Categories accumulated for tax year 2006. As shown in Figure
Reported Amounts versus Estimate 3a, total income reported was $618.8 million greater
Aot Eeirat Sollar pp— '_[han estimated in HJ 2. A majority of this addltlo_nal
Income Category Tax Year 2006  Tax Year 2006 Change Change income was from interest income and net capital
gains income. Based on recent actions of the FED, it
Wages 11,779,591,544 11870074018 (90482474) — 0.77%| \yould be reasonable to expect interest income to
Interest 636,780,024 517,789,426 118,990,598  18.69% pe
Dividends 521,733,730 514,861,484 6872246  132% moderate, but probably not until tax year 2008.
Net Business Income 785303056 761,019,619 24283437  3.09%
Capital Gains 2,006,020579  1,554,054,359 451,966,220  22.53% . . .
Supplemental Gains 67793383 7640155 (8608173 -1270%| Decause the detailed tax schedules for capital gains
Rental Income 1944998907 1877,179,749 67,819,158  3.49%| are not captured electronically, it is impossible to
Farm Income (176,145,427)  (153,598,246)  (22,547,181)  12.80% determine what may be Causing the growth in this
Social Security 434517972 401,060,280 33457692  7.70%| - .
IRA Income 339,908,795 330,669,565 0230230  272%| INCOME category. ObV'OUSIY’ property sales ?nd the
Pension Income 1317,954258 1,304269812 13684446  1.04%| equity markets play a significant role in the
Other Income (49,247,766) (63,332,757) 14,084,991  -28.60% generation of these gains_ Based on equity market
Totals 19,609,200,055 18,090,448,365 618760100 3.6 Performance during this current year combined with

the continuation of property sales at high values, it
seems reasonable to expect net capital gains income will show strong growth in tax year 2007. When all of the above
factors are considered, fiscal 2008 individual income tax collections should be greater than the estimate contained in
HJ 2.

Corporation Income Tax

Corporation income tax receipts for fiscal 2008 are below the estimate in HJ 2. Net collections (gross collections less
refunds) through November 2007 were 17.0 percent below the net collections through November 2006. The 60"
Legislature assumed the growth rate to be a negative 9.1 percent or $16.2 million below the fiscal 2007 amount.
Figure 4 shows specific details of corporation income tax collections through November of this year compared to the
same period of fiscal 2007.

The weakness in collections could be explained by unusual high refund activity and the plight of the financial business
sector. To date, refunds are significantly above last year when compared to the same period. The increase in refunds
issued could be an indication that corporations overpaid their taxes in fiscal 2007 and are now claiming a refund when
they filed their tax return in November. In reviewing monthly accounting data, almost eighty percent of the refunds
issued occurred in November. This may also help explain why collections were greater than anticipated in fiscal 2007.
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The financial sector of the US economy is struggling because of the weaknesses in the housing market and the impacts
of subprime mortgages. Banks are extremely vulnerable to defaults and foreclosures which could result in significant
losses. The corporation taxes paid by the financial sector could be much less this fiscal year when compared to last
year. Conversely, increased prices for oil and natural gas continue to play a role in potentially higher corporation
income tax revenues. To what degree the taxes paid by the natural resource sector offset the financial sector are
unknown at this time. Our office has requested from the Department of Revenue a complete list of all corporation tax
and refund payments during the period fiscal 2005 through fiscal 2007. This data should quantify the impacts.

Figure 4
Corporation Income Tax Comparison

Through 11/30/06 Through 11/30/07 Percent
Revenue Code & Description Fiscal 2007 Fiscal 2008 Difference Change
510501 Corporation Tax 11,073,821.03 10,160,245.08 (913,575.95) -8.25%
510505 Corporation Tax Estimated Paym 44,396,033.14 40,280,643.01  (4,115,390.13) -9.27%
510502 Corporation Tax Refunds (2,837,449.73) (9,432,405.00) (6,594,955.27) 232.43%
510503 Corporation Tax-Audit Collect. 1,861,603.00 4,235,856.33  2,374,253.33 127.54%
Totals $54,494,007.44 $45,244,339.42  ($9,249,668.02) -16.97%
Percent of Actual/Estimated 30.70% 28.05%

Other General Fund Revenue Sources

In general, almost all other general fund revenue sources are on target or exceeding the estimates contained in HJ 2.
The three exceptions to this are nursing facilities fees, highway patrol fines, and US royalty payments. Both nursing
facilities fees and US royalty payments collections are the result of month-end timing differences between this year
and last year. Neither of these two sources is deviating from the HJ 2 estimates. Highway patrol fines, however,
continue to lag the HJ 2 estimate. Last year this trend also occurred, which was attributed to an incorrect fiscal note
prepared during the 59™ Legislature. These impacts continue to be realized in fiscal 2008.
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SIGNIFICANT ECONOMIC TRENDS

While the economic climate in Montana is strong, the US economy is showing signs of weakening. Both economies
have an impact on the state’s revenue collections. State revenues are sensitive to factors such as wage and salary
income and energy prices which are highly related to the Montana economy. Factors like corporate profitability,
prevailing interest rates, capital gains/losses, and federal tax changes tend to be more related to the national economy.
The following is a brief summary of current information that illustrates the impact of these economic factors on state
revenues.

Montana Employment and Wages

Statistics from the Montana Department of Labor and Industry (DLI) continue to show strength in Montana’s labor
market as shown in Figure 5. Preliminary estimates for non-farm payroll employment reveal 14,700 new jobs were
created between October 2006 and October 2007, an increase of 3.4 percent year over year. Unlike the national
economy, Montana continues to experience increasing activity in the construction market, which shows employment
gains of 8.8 percent in the same time period. Another industrial sector that experienced continued employment growth
was the leisure and hospitality sector, where employment increased by 4.6 percent (Current Month Industry
Employment by Selected Industries, October 2007, Montana DLI).

In October, US employers added 166,000 Figure 5

jobs to the economy, twice the forecast Total Montana Nonfarm Employment

growth of 80,000. However, some (non-seasonally acjusted)

economists are suspicious of the numbers, 460 — —
suggesting that the figures could be revised 450 ] ]

445
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415

soon.  Revised September employment
gains were reported at 86,000 jobs. The
current unemployment rate of 4.7 percent is
considered low by historical standards, but

(In Thousands)

is expected to increase in coming months as 401 B - 10
the “economy IoseS_Steam”- Although the Jul ‘ Aug ‘ Sep ‘ Oct ‘ Nov‘ Dec | Jan ‘ Feb ‘ Mar ‘ Apr ‘ May‘ Jun | Jul ‘ Aug ‘ Sep ‘ Oct
labor market has faired well this year, job 2006 2007

losses have been felt in construction, Year/Month

manufacturing, mortgage banking, and
other businesses closely linked to the housing and credit sectors (Jobless Claims Dip, Indicators Show Slow Growth,
November 21, 2007, CNN Money).

Figure 8 As shown in Figure 6, Montana wage and salary
Percent Change in Montana Wages and Salaries income continued to show strong growth in 2006.
0000, According to the Bureau of Economic Analysis,
8.0%/ the actual growth for calendar 2005 to 2006 was
o l 8.0 percent. Although final wage and salary data
5.0% e i for calendar 2007 is not yet available, the growth
o) - in the first two quarters of calendar 2007
2.0% ] compared to the same period for calendar 2007
it would indicate an annual growth rate of 8.6
§ 8 ¢2 888888888 percent (this rate is included in the figure to the
Calendar Year = left and denoted by 2007P).

One factor currently affecting wages and salaries
is an increased demand for low wage workers in Montana. In the Department of Labor 2007 Labor Day Report,
economists indicate that labor force issues have become a concern in the state as businesses struggle to fill jobs. The
heightened demand forces increases in pay. Additionally, significant numbers of the new jobs created in the past year
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have occurred in the natural resource and construction industries. Wages in those two industries are greater than the
average wage. Both the demand for labor and the increased job opportunities in high paying industrial sectors have
played a large role in the dramatic increase seen in wages and salaries in 2007. Strong employment and higher wages

will result in strong individual income tax collections.

Oil Prices and Production
The price of the West Texas Intermediate

Figure 7

Crude (WTI) averaged $61.54 per barrel
through August 2007. The monthly
average WTI price has steadily increased
since early 2003, reaching a high of
$71.31 per barrel in July 2007. The WTI
price averaged $60.39 during the period of
Montana’s fiscal 2007. The average
difference between the price of WTI and
Montana domestic crude price was $4.23
in fiscal 2007.
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As shown in Figure 7, the per-barrel price

averaged $59.02 from January through

August. The monthly average reached a high in July of $71.11 per barrel. The average price of Montana domestic
crude during fiscal 2007 was $56.13, which exceeded the assumed price of $51.59 used by the legislature in

developing the estimate of oil production tax revenues in HJ 2.

Figure 7a

Montana Oil Production
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While oil prices have increased over the past
several years, Montana’s production has
remained relative stable until calendar 2003.
Beginning in 2003, new production
commenced with the development of the
Bakken formation in the EIm Coulee field. As
shown in Figure 7a, production from the EIm
Coulee field has grown from 2.7 million
barrels in 2003 to almost 19.0 million barrels
in 2006. The Elm Coulee field now produces
more oil than all the other fields combined in
Montana. The HJ 2 oil production estimates
are based on the EIlm Coulee production
peaking in 2007 with subsequent years of
production following a production decline

curve patterned after other fields that use horizontal drilling technologies. Recent news articles have indicated that the
Elm Coulee field may have already peaked and may be starting to decline. Data from the Board of Oil and Gas web
database supports this supposition. Depending on what happens with prices, oil production taxes may have peaked
with the high probability of a declining revenue stream in the future assuming no new fields are discovered.
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Figure 8

) _ Corporate Profits
g 2uarterly Change in U.S. Corporate Profits The Bureau of Economic Analysis estimates that
12% T US corporate profits decreased $19.3 billion, or 1.2
12; — - percent (at a quarterly rate) in the third quarter of
= 6% H calendar 2007 after increasing 6.1 percent in the
c%f ‘2‘; W ] second quarter (see Figure 8). Total profits of
0% SRS SIS S N B S S S N — domestic corporations were 1.9 percent higher than
2% L a year earlier. Growth in national corporate profits
P , , : has slowed, indicating that corporations will not
AR A R A 2 R experience the same growth in profitability as seen
2004 2005 2006 2007 over the past several years. (Gross Domestic
Quarter / Year Profits and Corporate Profits, Bureau of Economic

Analysis, Nov. 28, 2007).

Montana’s corporation income tax collections continue to show a correlation with national corporate profits.
Estimated payments in fiscal 2008 have shown a similar weakness to that of corporate profits and will likely
experience a lower rate of growth in Montana’s corporation tax estimated and current year payments.

Interest Rates

The Free Open Market Committee (FOMC) cut its key federal funds rate, an overnight bank lending rate that
influences what consumers pay on various types of loans, by a half-percentage point on September 18 and a quarter-
point on October 31. The federal funds rate now stands at 4.75 percent as shown in Figure 9. Economists differ on
their belief that another interest rate reduction will be announced at the December 11 meeting. Further reductions in
interest rates have both positive and negative impacts on the economy as a whole. Reducing rates will bolster the
stock market and restore confidence in the financial system, but at the same time another reduction will put further
upward pressure on oil prices and downward pressure on the dollar (“Federal Reserve Battles Recession Fears”. CNN
Money, November 21, 2007).

Figure 9
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Interest rates have a significant impact on all of Montana’s trusts and interest bearing accounts. While lower rates help
to lower the cost of debt service on state loans and bond issues, higher rates increase the revenues earned on state
investments as well as individual income tax collections on interest income. Since consumer spending accounts for
almost three-fourths of the national economy, lower interest rates should have a stimulating impact on economic
growth. Lower rates provide an incentive for both individuals and businesses to purchase more goods and services.
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FISCAL ISSUE WATCHLIST

As shown in the Legislative Fiscal Report, Special Session September 2007, the general fund ending fund balance for
fiscal 2008 is projected to be $190.7 million. This balance is expected to drop to $125.0 million by the end of the 2009
biennium. This estimate is based on appropriations of the 60" Legislature (regular and special session) and includes
the revenue estimates contained in HJ 2. If the revenue trends previously discussed continue for the remainder of the
fiscal year, the general fund could end fiscal 2008 and 2009 with a balance greater than anticipated by the September
special legislative session. However, these projected balances could change depending on the outcome of the fiscal
issues listed in Figure 10.

Figure 10 Each of the issues listed in Figure 10 could change the
General Fund Balance general fund balance depending on the timing and
Fiscal Issues Watch List resolution of the issue. The following is a brief
Biennial Impact summary of each issue:

Issue Impact on Fund Balance Millions

. Cobb versus State of Montana — Senator John Cobb has
Cobb versus State of Montana Positive $36 - N . .. .

Board of Investments (SIV's) Negative Unknown filed suit against the Department of Administration
Avista and PPL Lease Litigation ~ Positive $8 plus over the certification process wused by the
State Fund Old Fund Negative $33 to $150 administration as required by HB 9 of the May special

Wildfire Costs Negative or Positive Unknown

session. Senator Cobb argues the administration did
not follow the law when they certified the revenue amount for fiscal 2007. If Senator Cobb prevails and the court
declares the tax credits illegal, the general fund balance would increase by $36 million.

Board of Investments (SIV’s) — The state’s Short Term Investment Pool (STIP) holds asset backed securities called
structured investment vehicles (SIV’s). These types of investments are issued by financial institutions and are backed
by underlying assets of various types. Some of the assets backing these investments are subprime mortgages and other
potentially risky investments. Since the STIP account contains approximately $550 million of SIV instruments, there
is concern whether these SIV’s may default resulting in loss of principal. The $550 million of SIV’s represent
approximately 20 percent of the investments in STIP. If loss of principal were to occur, the general fund balance, as
well as other state funds, would be reduced by its pro-rata share of the loss. The general fund’s share of the STIP is
approximately twenty percent.

Avista and PPL L ease Litigation —Avista and PPL challenged the legality of the state assessing lease payments for the
ground under their dams. Avista has settled with the state and has agreed to pay $4.0 million per year in lease
payments beginning calendar 2007. These payments are considered distributable income and will be deposited (92
percent) into the public school guarantee account. Five percent will be deposited to the common school trust and three
percent to the reclamation and development account. Since these monies are used to pay for a portion of public school
costs, the general fund portion needed to fund schools will be decreased accordingly. The Avista lease payments will
be $12 million in the 2009 biennium. The PPL litigation is still pending before the District Court.

State Fund Old Fund —Statute requires that funds must be transferred from the general fund to the “old fund” in any
fiscal year in which claims for injuries from accidents occurring before July 1, 1990 are not adequately funded. As of
June 30, 2007 the estimated old fund liabilities exceeded assets by $32.6 million. Currently, the old fund has sufficient
invested assets to meet its obligations until the year 2012. At that time, general fund will be required to offset this
shortfall. The $32.6 million unfunded liability is the amount of funds required at this time, discounted by 5 percent.
The actual costs to the general fund may increase as the claims are paid out in future years.

There is also one pending legal case before the Montana Supreme Court which could significantly impact the old fund
and thus, the general fund. The “Satterlee” case is pending before the court on the constitutionality of the statute
terminating permanent total benefits when retirement benefits are received.  Should the statute be held
unconstitutional, and if the statute is applied retroactively, the estimated impact on the old fund and ultimately to the
general fund would be between $93 and $116 million.
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Wildfire Costs —HB 3, enacted by the September 2007 special legislative session, authorized the transfer of $40.0
million from the general fund to a state special revenue account. The funds in this account are to be used for wildfire
costs incurred after June 30, 2008 (fiscal 2009). If all the funds are not used by June 30, 2009, the balance in the
account is transferred back to the general fund. For example, if the next wildfire season is close to the historical
average of $20 million, then the general fund balance will be increased at the end of the biennium by $20 million — the
balance remaining from the $40 million transfer plus interest earnings.

HB 1, enacted by the September 2007 special legislative session, appropriated $42.0 million for the 2007 wildfire
season and to restore the Governor’s emergency appropriation to $16.0 million.. Current estimates are the funds
needed could be between $48 and $50 million, $6 to $8 million more than appropriated. If this is correct, then the
Governor’s emergency appropriation will be used to pay the $6 to $8 million of additional costs. This would leave
only $8 to $10 million left in the emergency appropriation for the remainder of the biennium. Next year’s wildfire
season and/or other emergencies could exhaust all wildfire funding and the emergency appropriation thereby requiring
supplemental funding.

SUMMARY

Based on data through the end of November 2007, total general fund revenue collections for fiscal 2008 have the
potential to exceed HJ 2 revenue estimates. While the outlook for most revenue categories has not changed materially
since the May special legislative session, the overall trend for general fund revenues for fiscal 2008 is strong. Almost
all sources of revenue are on target or exceeding the estimates contained in HJ 2. The two exceptions are corporation
income taxes and highway patrol fines. Since individual income tax is the predominate source of revenue in the
general fund, any shortfall in corporation income taxes and highway patrol fines should be easily offset by excess
individual income taxes.

The obvious question this report generates is, “What does this information indicate for fiscal 2009 and beyond?”
Current trends portray an optimistic outlook for fiscal 2008, but a thorough analysis of the underlying economic
conditions is imperative. The housing downturn, high energy and other commaodity prices, and the eroding consumer
sentiment are all factors that will mold the outlook for future revenue collections. Without this information, erroneous
conclusions could easily be assumed that may lead to inappropriate fiscal policy during the next legislative session.
This may lead to a “boom and bust” cycle similar to the “dot com” bubble that was followed by a precipitous fall in the
equity markets and ultimately a reduction in state revenues in the 2003 biennium.

While your staff will continue to monitor revenue trends, a thorough analysis of current revenue trends with an eye
toward the future will be done during next spring and summer in preparation for the revenue estimate process of the
Revenue and Transportation Interim Committee (RTIC). This analysis will be the basis for our revenue estimate
recommendations to RTIC for the 2011 biennium.
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